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SUBJECT: Enterprise Zone/McC ellan Air Force Base

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of hill as
introduced/amended

X AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTSDID NOT RESOLVE THE DEPARTMENT’S CONCERNS stated in the previous analysis of bill as
introduced/amended

FURTHER AMENDMENTS NECESSARY .

DEPARTMENT POSITION CHANGED TO

REMAINDER OF PREVIOUS ANALY SISOF BILL ASINTRODUCED/AMENDED STILL APPLIES.
X OTHER - See comments below.

SUMVARY OF BILL

Under the Governnment Code, this bill would require the Trade and Comrerce Agency
(TCA) to designate a portion of McClellan Air Force Base as an extension of the
Nort hgate Enterprise Zone. The designation would be binding for 15 years. Al
tax incentives available to enterprise zones would be avail able to busi nesses
operating in the expanded portion of the Northgate Enterprise Zone.

SUMVARY OF AMENDMENT

The August 13, 1998, anendnents renoved the bill's prior provisions, which
related to education, and replaced themw th the provisions discussed in this
anal ysi s.

EFFECTI VE DATE

This bill would be effective January 1, 1999, and the tax incentives would apply
to transactions (such as the purchase of qualified property) on or after the date
the enterprise zone extension is designated.

PROGRAM BACKGROUND

California has five types of econom c devel opnent areas that have simlar tax
i ncentives:

= Enterprise Zones,

= Los Angeles Revitalization Zone (LARZ),

= Local Agency Mlitary Base Recovery Areas (LAVBRA)
= Targeted Tax Area (TTA), and

= Manufacturing Enhancenent Areas (MEA)
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The follow ng table shows the incentives available to each of the economc
devel opnent areas.

Types of Incentives EZ LARZ LAVBRA TTA MVEA
Sal es or Use Tax Credit X X X X

Hring Credit X X X X X
Construction Hiring Credit X

Enpl oyee Wage Credit X

Busi ness Expense Deduction X X X X

Net | nterest Deduction X X

Net Operating Loss X X X X

* NOTE: the LARZ expires Decenber 1, 1998.

SPECI FI C FI NDI NGS

Under the Government Code, existing state |aw allows the governing body of a city
or county to apply for designation as an enterprise zone. Using specified
criteria, the Trade and Commrerce Agency (TCA) designates enterprise zones from
the applications received fromthe governing bodies. Enterprise zones are

desi gnated for 15 years and TCA has desi gnated each of the 39 enterprise zones
aut hori zed under existing | aw

Under the Revenue and Taxation Code, existing state |aw provi des special tax
incentives for taxpayers conducting business activities within an enterprise
zone. These incentives include a sales or use tax credit, hiring credit,

busi ness expense deduction, special net operating |loss treatnment, and net
interest deduction. In addition, a wage credit may be clained by specified
enpl oyees of businesses operating within an enterprise zone. See attachnment A
for a detailed discussion of each tax incentive.

This bill would require TCA to designate a portion of McClellan Air Force Base as
an extension of the Northgate Enterprise Zone with a connecting corridor between
it and the existing Northgate Enterprise Zone. The designation would be binding
for 15 years. Al tax incentives available to enterprise zones would be

avail abl e to busi nesses operating in the expanded portion of the Northgate

Enter pri se Zone.

This bill would, in the Governnent Code, add to the definition of "qualified

enpl oyee" for purposes of the hiring credit civilian enpl oyees of the Departnent
of Defense enployed at McClellan Air Force Base who were displaced or subject to
a reduction in force notice. Additionally, this bill would repeat within the
Government Code other criteria regarding individuals who are "qualified

enpl oyees” for purposes of the hiring credit.

| npl ement ati on Consi deration

I mpl ementing this bill would occur during the departnent’s normal annual
syst em updat e.

FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inpact the departnent’s costs.
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Tax Revenue Esti mate

Revenue | osses of this bill are estimted as foll ows:

Esti mat ed Revenue |npact of SB 974
As Anended August 13, 1998
(In MI1ions)
1998-9 1999-0 2000-1
M nor Loss * ($3) ($4)
* Less than $500, 000

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis bill.

Revenue Estimate Di scussion

Revenue | osses under the PITL and the B&CTL woul d depend on the nunber of
busi nesses that woul d purchase qualified property subject to the sales or
use tax, the anpunt of wages paid to qualified enployees, and the state tax
liabilities of enployers claimng tax benefits.

Revenue | oss projections are based on experience with simlar types of tax
incentives. Information received fromarea representatives and newspaper

publications indicate, however, that the business potential for this area

woul d be greater.

Sal es or Use Tax Credit

The average sales or use tax rate for California is 7.92% For every
$100 mllion in qualified property of which one-fourth of the
calculated credit could be used to offset apportioned tax liabilities
for the first year of designation, the revenue | oss would be $2
mllion and increasing thereafter.

Hring Credit

Assumi ng an average wage of $6.37 per hour, for every 1,000 enpl oyees
that work an average of 2,000 hours and qualify enployers for the
first year credit, the revenue | oss would be $1 mllion (assum ng 25%
of calculated credits could be used to offset apportioned tax
liabilities). It is anticipated that, because this bill includes

i ndi vidual s who were civilian enpl oyees at MO ellan, the nunber of
enpl oyees qualifying woul d be higher than woul d be expected for other
enterprise zones.

Expense Deducti on

The | oss woul d probably be mnor due to the limtation on the anount
of expensing. For |arger equipnent many taxpayers would continue to
use depreciation rather than this bill’s expense option
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Net Operating Loss Deduction

The revenue | oss for the 100% net operating | oss deduction option
appl i ed against incone attributable to this project (rather than

appl ying current |aw net operating | oss provisions) probably would be
rather minor in the first few years, less than $1 mllion. This
estimate is based on current |aw experience for enterprise zones and
| aw changes that now permt small and new busi nesses to use 100% net
operating | oss deduction.

BOARD POSI TI ON

Pendi ng.
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Enterpri se Zone Sales or Use Tax Credit

The enterprise zone sales or use tax credit is allowed for an amount equal to
the sales or use taxes paid on the purchase of qualified machi nery purchased
for exclusive use in an enterprise zone. The anpbunt of the credit is limted
to the tax attributable to enterprise zone incone. Qualified nmachinery is
defined as machi nery and machinery parts used to (1) manufacture, process,
combi ne, or otherw se fabricate a product; (2) produce renewabl e energy
resources; or (3) control air or water pollution. |In addition, qualified
machi nery nust be purchased and pl aced in service before the enterprise zone
desi gnation expires. The maxi mum val ue of property that may be eligible for
the enterprise zone sales or use tax credit is $1 mllion for individuals and
$20 mllion for corporations.

Enterprise Zone Hiring Credit

A business located in an enterprise zone may reduce tax by a percentage of
wages paid to qualified enployees. A qualified enployee nust be hired after
the area is designated an enterprise zone and neet certain other criteria. At

| east 90% of the qualified enployee’s work nmust be directly related to a trade
or business located in the enterprise zone and at |east 50% nust be perforned
inside the enterprise zone. The business may claimup to 50% of the wages paid
to a qualified enployee as a credit against tax inposed on enterprise zone
incone. The credit is based on the | esser of the actual hourly wage paid or
150% of the current mninmum hourly wage. The anount of the credit nust be
reduced by any other federal or state jobs tax credits and the taxpayer’s
deduction for ordinary and necessary trade or business expenses nust be reduced
by the anpbunt of the hiring credit.

Enterpri se Zone Busi ness Expense Deducti on

A business located in an enterprise zone may el ect to deduct as a business
expense a specified amount of the cost of qualified property purchased for
exclusive use in the enterprise zone. The deduction is allowed in the taxable
year in which the taxpayer places the qualified property in service. The basis
of the property nust be reduced by the amount of the deduction. The nmaxi num
deduction for all qualified property is the | esser of 40% of the cost or the
fol | ow ng:

If the property was placed in service:

Mont hs after Maxi mum
desi gnati on deducti on
0 to 24 $40, 000
25 to 48 30, 000
48 and over 20, 000
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Enterpri se Zone Net Operating Loss Deduction

A business located in an enterprise zone may elect to carry over 100% of the
enterprise zone net operating |losses (NOLs) to deduct fromenterprise zone
incone of future years. The election nust be nmade on the original return for
the year of the loss. The NOL carryover is determ ned by conputing the
business loss that results from business activity in the enterprise zone.

Enterpri se Zone Net |nterest Deduction

A deduction fromincone is allowed for the anount of net interest earned on

| oans nade to a trade or business located in an enterprise zone. Net interest
is defined as the full anmobunt of the interest |ess any direct expenses (e.g.,
comm ssion paid) incurred in making the | oan. The |oan nust be used solely for
busi ness activities within the enterprise zone and the | ender may not have
equity or other ownership interest in the enterprise zone trade or business.

Enterpri se Zone Enpl oyee Wage Credit

Certai n di sadvantaged individuals who are allowed a credit for wages received
froman enterprise zone business. Public enployees are not eligible for the
credit. The anopunt of the credit is 5% of “qualified wages,” defined as wages
subject to federal unenploynment insurance. For each dollar of income received
by the taxpayer in excess of qualified wages, the credit is reduced by nine
cents. The credit is not refundable and cannot be carried forward. The anount
of the credit is limted to the anbunt of tax that woul d be inposed on incone
fromenploynent in the enterprise zone, conputed as though that incone
represented the taxpayer’s entire taxable incone.

Apportioni ng

For busi nesses operating inside and outside an enterprise zone, the anmount of
credit or net operating | oss deduction that may be clainmed is limted by the
anount of tax or income attributable to the enterprise zone. For businesses
operating in an enterprise zone, incone is first apportioned to California
using the sane formula as that used by all businesses that operate inside and
outside the state (property, payroll, a double-weighted sales factor). This
incone is further apportioned to the enterprise zone using a two factor formula
based on the property and payroll of the business. This apportionnment fornula,
whi ch recently was enacted by AB 2798 (Stats. 1998, Ch. 323) differs fromthe
prior formula in that the prior formula did not first apportion to California
and then to the enterprise zone. Thus, the denom nator for the prior
apportionnment formula was worl d-w de i ncone whereas the new denom nator is
California incone.






